Wednesday 
December  19,  1979 


Part  VI 

Department  of 
Housing  and  Urban 
Development 

Government  National  Mortgage 
‘Association 


Guaranty  of  Mortgage  Backed  Securities; 
Amendment  To  Establish  Rules  Covering 
Issuers’  Securities  Marketing  and  Trading 
Activities 


75348 


Federal  Register  /  Vol.  44,  No.  245  /  Wednesday,  December  19,  1979  /  Proposed  Rules 


DEPARTMENT  OF  HOUSING  AND 
URBAN  DEVELOPMENT 

Government  National  Mortgage 
Association 

24  CFR  Part  390 

(Docket  No.  R-79-747] 

Guaranty  of  Mortgage-Backed 
Securities;  Amendment  To  Establish 
Rules  Covering  Issuers’  Securities 
Marketing  and  Trading  Activities 

agency:  Government  National  Mortgage 
Association,  HUD. 

ACTION:  Proposed  rule. 

SUMMARY:  The  amendment  would 
establish  rules  governing  the  securities 
marketing  and  trading  practices  of 
issuers  of  securities  guaranteed  by  the 
Government  National  Mortgage 
Association,  “GNMA."  The  proposed 
rules  have  two  basic  elements:  (1)  A 
requirement  that  issuers  enter  into 
agreements  to  purchase  or  sell  securities 
only  when  the  transaction  is  suitable, 
taking  into  account  the  issuer’s  financial 
capacity  and  contractual  obligations, 
and  (2)  A  requirement  that  issuers,  with 
respect  to  certain  forward  market 
transactions,  enter  into  contracts  which 
provide  for  at  least  weekly  mark  to 
market  deposits  of  collateral  with  an 
independent  financial  institution.  The 
proposed  rules  are  intended  to  help 
avoid  abuses  in  issuers’  marketing  and 
trading  of  securities  and  provide 
assurance  that  issuers’  ability  to 
administer  their  outstanding  securities 
will  not  be  jeopardized  by  their 
securities  marketing  and  trading 
activities. 

DATE:  Comment  due  date:  February  19, 
1980. 

ADDRESS:  Comments  should  be  filed 
with  the  Rules  Docket  Clerk,  Office  of 
General  Counsel,  Room  5218, 

Department  of  Housing  and  Urban 
Development,  451  Seventh  Street,  S.W., 
Washington,  D.C.  20410.  Each  person 
submitting  a  comment  should  include  his 
name  and  address,  refer  to  the  proposed 
rule  by  its  docket  number  and  give 
reasons  for  any  recommendation. 

Copies  of  all  written  comments  received 
will  be  available  for  examination  by 
interested  persons  in  the  Office  of  the 
Rules  Docket  Clerk  at  the  address  listed 
above.  The  proposed  rule  may  be 
changed  in  light  of  comments  received. 
FOR  FURTHER  INFORMATION  CONTACT: 
Warren  Lasko,  Office  of  Mortgage- 
Backed  Securities,  Government  National 
Mortgage  Association,  Department  of 
Housing  and  Urban  Development,  451 
Seventh  Street,  S.W.,  Washington,  D.C. 
20410,  (202)  755-8772.  This  is  not  a  toll- 
free  number. 


SUPPLEMENTARY  INFORMATION:  GNMA 
proposes  to  amend  its  regulations 
applicable  to  the  Mortgage-Backed 
Securities  Program.  The  proposed  rule 
requires  GNMA-approved  issuers  of 
mortgage-backed  securities  to 
incorporate  certain  terms  and  conditions 
in  their  delayed  delivery  contracts, 
including  an  obligation  of  both  parties  to 
the  contract  to  mark  to  the  market.  The 
proposed  rule  also  requires  issuers  to 
engage  only  in  securities  transactions 
which  are  suitable  to  the  issuers’ 
financial  circumstances  and  sound, 
business-like  operation. 

The  proposed  rule  does  not  apply  to 
transactions  in  a  contract  market 
designated  as  such  by,  and  in 
compliance  with  the  requirements  of,  the 
Commodities  Futures  Trading 
Commission  pursuant  to  the  Commodity 
Exchange  Act,  7  U.S.C.  1,  as  amended. 

GNMA  has  existing  requirements 
which  relate  to  the  issuers’ 
responsibility  to  act  prudently  in  the 
sale  of  mortgage-backed  securities. 
These  “prudent  business  practice”  rules 
appear  in  Chapter  2  of  the  Government 
National  Mortgage  Association 
Mortgage-Backed  Securities  Guide, 
Handbook  GNMA  5500.1,  as  amended. 
GNMA  issued  the  prudent  business 
practice  requirements  in  September, 
1977,  in  response  to  its  observation  that 
not  all  issuers  were  aware  of  the  need 
for  care  in  assessing  the  financial 
capacity  of  firms  active  in  securities 
trading,  or  of  the  need  for  internal 
managment  controls  on  securities 
marketing  and  trading  activity. 

Abuses  in  the  trading  of  mortgage- 
backed  securities  have  continued  to 
occur.  Some  abuses  have  resulted 
primarily  from  high  pressure  sales 
tactics,  undercapitalization,  and 
inappropriate  speculative  activity  by 
participants  in  the  market  other  than 
securities  issuers.  However,  some 
issuers  of  GNMA-guaranteed  securities 
also  have  undertaken  inappropriate 
risks  in  purchasing  and  selling 
securities.  By  engaging  in  these 
transactions,  issuers  have  incurred 
substantial  losses  which  threatened 
GNMA  with  loss  on  its  guarantees  of  the 
issuers’  securities. 

During  the  period  1977  to  the  present, 
the  Mortgage-Backed  Securities 
Association  (“MBSA” — formerly  the 
Mortgage  Backed  Securities  Dealers 
Association)  and  the  Public  Securities 
Association  (“PSA”)  have  sought  to 
address  the  problems  and  abuses  which 
have  persisted  in  the  market  for 
mortgage-backed  securities.  Each  of 
these  groups  has  proposed  the 
establishment  of  a  self  regulatory 
organization  by  the  dealers  participating 
in  this  market.  Currenty,  the  PSA  is 


establishing  PSA  Self-Regulation,  Inc.  a.' 
an  industry  self-regulatory  organization 
for  the  purpose  of  minimizing  further 
trading  abuses. 

GNMA  has  cooperated  fully  with  the 
market  reform  efforts  of  the  two  private 
trade  associations.  However,  GNMA 
believes  that  it  has  an  obligation  to  take 
direct  steps  to  assure  that  issuers  of 
GNMA-guaranteed  securities  conduct 
marketing  and  trading  acitivities  in  a 
manner  that  avoids  speculative  risks 
which  could  jeopardize  their  ability  to 
service  outstanding  securities.  GNMA 
has  determined  that  such  speculative 
activity  threatens  GNMA  with  risk  of 
loss  and  threatens  to  disrupt  the 
continued  flow  of  capital  into  the 
housing  market.  The  proposed  rules  are 
intended  to  deter  issuers  from  engaging 
in  speculative  securities  trading,  and, 
therefore,  GNMA’s  adoption  of  the 
proposed  rules  is  a  reasonable  means  of 
protecting  its  financial  and  other 
interests  under  the  Mortgage-Backed 
Securities  Program. 

A  Finding  of  Inapplicability  of  the 
National  Environmental  Policy  Act  of 
1969  has  been  made  in  accordance  with 
HUD  procedures.  It  is  available  for 
public  inspection  and  copying  in  the 
Office  of  the  Rules  Docket  Clerk. 

It  is  proposed  that  Part  390  be 
amended  to  establish  a  new  Subpart  D 
and  to  revise  and  redesignate  present 
Subpart  D  as  Subpart  E  as  follows: 

PART  390— GUARANTY  OF 
MORTGAGE-BACKED  SECURITIES 
***** 

Subpart  D— Marketing  and  Trading 
Requirements 

Sec. 

390.50  Definitions. 

390.51  Suitablility  of  Issuer  Marketing  and 
Trading  Transactions. 

390.52  Contract  Requirements. 

390.53  Failure  to  Comply. 

Subpart  E— Miscellaneous  Provisions 

390.60  Audits  and  Reports. 

390.61  Applications. 

Authority:  Sec.  309,  82  Stat.  540;  12  USC 
1723a,  unless  otherwise  noted. 

Subpart  D— Marketing  and  Trading 
Requirements 

§390.50  Definitions. 

As  used  in  this  subpart,  the  following 
terms  shall  have  the  meaning  indicated: 

(a)  “Delayed  delivery  contract”  means 
a  contract  for  the  purchase  or  sale  of 
one  or  more  securities  to  be  delivered  at 
an  agreed  future  settlement  date,  which 
is  more  than  five  business  days  after  the 
contract’s  trade  date.  The  term, 

“delayed  delivery  contract,”  includes 
both  contracts  which  contemplate 


Federal  Register  /  Vol.  44,  No.  245  /  Wednesday,  December  19, 1979  /  Proposed  Rules 


75349 


inardatory  delivery  and  acceptance  of 
the  securities  (including  agreements  to 
sell/purchase  and  subsequently 
repurchase/resell)  and  standby 
contracts  which  require  the  purchaser  to 
accept  delivery  of  the  securities  at  the 
option  of  the  seller.  The  term,  “delayed 
delivery  contract,"  does  not  include 
futures  contracts  utilized  in  a  contract 
market  designated  as  such  by,  and  in 
compliance  with  the  requirements  of,  the 
Commodities  Futures  Trading 
Commission.  A  delayed  delivery 
contract  is  "open”  if  it  has  not  been 
fulfilled  by  the  delivery  of  securities. 

(b)  “Mark  to  the  market”  means  the 
act  of  determining  the  market  price  of 
securities  purchased  or  sold  pursuant  to 
an  open  delayed  delivery  contract  and 
the  further  act,  by  the  party  which  has 
an  unrealized  loss  (when  the  market 
price  is  measured  against  the  contract’s 
price],  of  depositing  collateral  for  the 
benefit  of  the  contract’s  other  party. 

(c)  “Regulated  transaction”  means  the 
purchase  or  sale  by  an  issuer  of  one  or 
more  securities  pursuant  to  a  delayed 
delivery  contract,  except  that  the  term 
does  not  include  a  sale  of  securities 
guaranteed  by  the  Association  where  (1) 
the  issuer  holds  a  valid,  outstanding 
Commitment  to  Guaranty  Mortgage- 
Backed  Securities  issued  by  the 
Association  in  an  amount  at  least  equal 
to  the  face  amount  of  the  securities  sold, 
and  (2)  the  settlement  date  under  the 
contract  is  no  later  than  the  last  day  of 
the  calendar  month  in  which  the  120th 
day  after  the  contract’s  trade  date  falls. 

(d)  “Securities”  means  interests  in 
pools  of  mortgage  loans  and  debt 
obligations,  both  of  which  categories  of 
securities  are  either  issued  or 
guaranteed  by  the  United  States  or  its 
instrumentalities,  including  without 
limitation  straight  pass-through  and 
modified  pass-through  certificates 
guaranteed  by  the  Association  and 
mortgage  participation  certificates  and 
guaranteed  mortgage  certificates  issued 
by  the  Federal  Home  Loan  Mortgage 
Corporation. 

(e)  “Settlement  date”  means  the  date 
agreed  upon  by  the  parties  to  a 
regulated  transaction  for  the  full  and 
final  payment  of  funds  and  delivery  of 
securities. 

(f)  “Trade  date”  menas  the  date  on 
which  the  parties  to  a  regulated 
transaction  agree  to  the  purchase  or  sale 
of  securities,  regardless  of  the  date  on 
which  the  securities  are  to  be  delivered 
or  the  right  to  deliver  them  may  be 
exercised. 

§  390.51  Suitability  of  issuer  marketing 
and  trading  transactions. 

Issuers  shall  enter  into  agreements  to 
purchase  or  sell  securities  only  to  the 


extent  the  transactions  are  suitable  for 
the  issuer  in  view  of  its  financial 
capacity  and  existing  contractual 
obligations,  including  contracts  with  the 
Association.  An  issuer  shall  not  enter 
into  any  agreement  to  purchase  or  sell 
securities  if  the  result  of  the  transaction 
could  materially  jeopardize  the  issuer’s 
ability  to  continue  to  satisfy  the  basic 
net  worth  requirements  set  forth  in 
§  390.3  or  its  ability  to  continue  to 
administer  its  outstanding  securities. 

§  390.52  Contract  requirements. 

An  issuer  may  engage  in  a  regulated 
transaction  only  if  it  undertakes  the 
transaction  in  accordance  with  an 
executed  delayed  delivery  contract 
which  requires  at  a  minimum  each  of  the 
following: 

(a)  Both  parties  shall  agree  to  mark  to 
the  market  at  least  once  each  week  from 
the  trade  date  until  the  settlement  date. 

(b)  A  party  which  deposits  collateral 
pursuant  to  its  obligation  to  mark  to  the 
market  shall  make  the  deposit  in  cash 
with  an  independent  financial 
institution.  The  independent  financial 
institution  shall  be  unrelated  to,  not 
affiliated  with,  and  in  no  way  controlled 
by  a  party  to  a  regulated  transaction. 

(c)  The  collateral  maintained  with  the 
independent  financial  institution  shall 
be  increased  or  adjusted  at  least  weekly 
to  the  extent  necessary  to  assure  a 
deposit,  by  the  party  which  has  a  net 
unrealized  loss  with  respect  to  all  its 
regulated  transactions  with  the  same 
contra-party,  equal  to  one  hundred 
percent  of  the  net  unrealized  loss. 

(d)  Both  parties  shall  agree  to  the 
method  by  which  the  market  price  of 
securities  will  be  determined. 

(e)  Each  party  shall  maintain  complete 
and  accurate  records  of  each  regulated 
transaction,  including  its  mark  to  the 
market  calculations  and  its  deposits  and 
adjustments  of  collateral  made  with 
respect  to  each  delayed  delivery 
contract  under  which  it  is  obligated  to 
make  deposits. 

(f)  The  same  independent  financial 
institution  may  be  the  depository  for 
collateral  deposited  by  a  party  under 
different  delayed  delivery  contracts.  The 
collateral  deposited  by  a  party  under 
one  delayed  delivery  contract  may  be 
commingled  with  collateral  deposited  by 
that  party  under  other  delayed  delivery 
contracts  with  the  same  contra-party. 

§  390.53  Failure  to  comply.  * 

Failure  by  an  issuer  to  comply  with 
the  requirements  of  this  subpart  is 
sufficient  basis  for  the  Association,  at 
its  option,  to  withhold  from  the  issuer 
further  commitments  to  guaranty 
mortgage-backed  securities. 


Subpart  E— Miscellaneous  Provisions 

§  390.60  Audits  and  reports. 

The  Association  may  at  any 
reasonable  time  audit  the  books  and 
examine  the  records  of  any  issuer, 
mortgage  servicer,  trustee,  or  agent  or 
other  person  bearing  on  compliance 
with  the  requirements  of  the  Mortgage- 
Backed  Securities  Program,  and  the 
Association  may  require  reasonable  and 
necessary  reports  from  such  persons. 

§  390.61  Applications. 

Applications  for  guaranty  should  be 
submitted  to  the  Association’s  home 
office  located  at  451  Seventh  Street, 

SW.,  Washington,  D.C.  20410. 

Issued  at  Washington,  D.C.,  November  28, 
1979. 

Frederick  Taylor, 

Executive  Vice  President,  Government 
National  Mortgage  Association. 
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